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the day on which the position becomes
part of the conversion transaction. No
particular form of identification is nec-
essary, but all the positions of a single
conversion transaction must be identi-
fied as part of the same transaction
and must be distinguished from all
other positions.

(c) Definition of built-in loss. For pur-
poses of this section, built-in loss
means—

(1) Built-in loss as defined in section
1258(d)(3)(B); and

(2) If a taxpayer realizes gain or loss
on any one position of a conversion
transaction (for example, under section
1256), as of the date that gain or loss is
realized, any unrecognized loss in any
other position of the conversion trans-
action that is not disposed of, termi-
nated, or treated as sold under any pro-
vision of the Code or regulations there-
under within 14 days of and within the
same taxable year as the realization
event.

(d) Examples. These examples illus-
trate this section:

Example 1. Identified netting transaction
with simultaneous actual dispositions. (i) On
December 1, 1995, A purchases 1,000 shares of
XYZ stock for $100,000 and enters into a for-
ward contract to sell 1,000 shares of XYZ
stock on November 30, 1997, for $110,000. The
XYZ stock is actively traded as defined in
§1.1092(d)-1(a) and is a capital asset in A’s
hands. A maintains books and records on
which, on December 1, 1995, it identifies the
two positions as all the positions of a single
conversion transaction. A owns no other
XYZ stock. On December 1, 1996, when the
applicable imputed income amount for the
transaction is $7,000, A sells the 1,000 shares
of XYZ stock for $95,000. On the same day, A
terminates its forward contract with its
counterparty, receiving $10,200. No dividends
were received on the stock during the time it
was part of the conversion transaction.

(ii) The XYZ stock and forward contract
are positions of a conversion transaction.
Under section 1258(c)(1), substantially all of
A’s expected return from the overall trans-
action is attributable to the time value of
the net investment in the transaction. Under
section 1258(c)(2)(B), the transaction is an ap-
plicable straddle as defined in section
1258(d)(1).

(iii) A disposed of or terminated all the po-
sitions of the conversion transaction within
14 days and within the same taxable year as
required by paragraph (b)(1) of this section.
The transaction is an identified netting
transaction because it meets the identifica-
tion requirement of paragraph (b)(2) of this
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section. Solely for purposes of section
1258(a), the $5,000 loss realized ($100,000 basis
less $95,000 amount realized) on the disposi-
tion of the XYZ stock is netted against the
$10,200 gain recognized on the disposition of
the forward contract. Thus, the net gain
from the conversion transaction for purposes
of section 1258(a) is $5,200 ($10,200 gain less
$5,000 loss). Only the $5,200 net gain is re-
characterized as ordinary income under sec-
tion 1258(a) even though the applicable im-
puted income amount is $7,000. For Federal
tax purposes other than section 1258(a), A
has recognized a $10,200 gain on the disposi-
tion of the forward contract (85,200 of which
is treated as ordinary income) and realized a
separate $5,000 loss on the sale of the XYZ
stock.

Example 2. Identified netting transaction with
built-in loss. (i) The facts are the same as in
Example 1, except that A had purchased the
XYZ stock for $104,000 on May 15, 1995. The
XYZ stock had a fair market value of $100,000
on December 1, 1995, the date it became part
of a conversion transaction.

(ii) The results are the same as in Example
1, except that A has built-in loss (in addition
to the $5,000 loss that arose economically
during the period of the conversion trans-
action), as defined in section 1258(d)(3)(B), of
$4,000 on the XYZ stock. That $4,000 built-in
loss is not netted against the $10,200 gain on
the forward contract for purposes of section
1258(a). Thus, the net gain from the conver-
sion transaction for purposes of section
1258(a) is $5,200, the same as in Example 1.
The $4,000 built-in loss is recognized and has
a character determined without regard to
section 1258.

(e) Effective date and transition rule—
(1) In general. These regulations are ef-
fective for conversion transactions
that are outstanding on or after De-
cember 21, 1995.

(2) Transition rule for identification re-
quirements. In the case of a conversion
transaction entered into before Feb-
ruary 20, 1996, paragraph (b)(2) of this
section is treated as satisfied if the
identification is made before the close
of business on February 20, 1996.

[T.D. 8649, 60 FR 66084, Dec. 21, 1995]
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(a) Effective date. Except as otherwise
provided, §§1.1271-1 through 1.1275-5
apply to debt instruments issued on or
after April 4, 1994. Taxpayers, however,
may rely on these sections (as con-
tained in 26 CFR part 1 revised April 1,
1996) for debt instruments issued after

532



Internal Revenue Service, Treasury

December 21, 1992, and before April 4,
1994.
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§§1.1271-1 through 1.1275-7T.
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(h) Effective date.

[T.D. 8517, 59 FR 4808, Feb. 2, 1994, as amend-
ed by T.D. 8674, 61 FR 30139, June 14, 1996;
T.D. 8709, 62 FR 617, Jan. 6, 1997; T.D. 8754, 63
FR 1057, Jan. 8, 1998; T.D. 8838, 64 FR 48547,
Sept. 7, 1999; T.D. 8840, 64 FR 60343, Nov. 5,
1999; T.D. 8934, 66 FR 2815, Jan. 12, 2001; T.D.
8993, 67 FR 30548, May 7, 2002]

§1.1271-1 Special rules applicable to
amounts received on retirement,
sale, or exchange of debt instru-
ments.

(a) Intention to call before maturity—()
In general. For purposes of section
1271(a)(2), all or a portion of gain real-
ized on a sale or exchange of a debt in-
strument to which section 1271 applies
is treated as interest income if there
was an intention to call the debt in-
strument before maturity. An inten-
tion to call a debt instrument before
maturity means a written or oral
agreement or understanding not pro-
vided for in the debt instrument be-
tween the issuer and the original hold-
er of the debt instrument that the
issuer will redeem the debt instrument
before maturity. In the case of debt in-
struments that are part of an issue, the
agreement or understanding must be
between the issuer and the original
holders of a substantial amount of the
debt instruments in the issue. An in-
tention to call before maturity can
exist even if the intention is condi-
tional (e.g., the issuer’s decision to call
depends on the financial condition of
the issuer on the potential call date) or
is not legally binding. For purposes of
this section, original holder means the
first holder (other than an underwriter
or dealer that purchased the debt in-
strument for resale in the ordinary
course of its trade or business).

(2) Exceptions. In addition to the ex-
ceptions provided in sections
1271(a)(2)(B) and 1271(b), section
1271(a)(2) does not apply to—

(i) A debt instrument that is publicly
offered (as defined in §1.1275-1(h));

(ii) A debt instrument to which sec-
tion 1272(a)(6) applies (relating to cer-
tain interests in or mortgages held by
a REMIC, and certain other debt in-
struments with payments subject to
acceleration); or

(iii) A debt instrument sold pursuant
to a private placement memorandum
that is distributed to more than ten
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offerees and that is subject to the sanc-
tions of section 12(2) of the Securities
Act of 1933 (15 U.S.C. 771) or the prohi-
bitions of section 10(b) of the Securities
Exchange Act of 1934 (15 U.S.C. 78j).

(b) Short-term obligations—(1) In gen-
eral. Under sections 1271 (a)(3) and
(a)(4), all or a portion of the gain real-
ized on the sale or exchange of a short-
term government or nongovernment
obligation is treated as interest in-
come. Sections 1271 (a)(3) and (a)(4),
however, do not apply to any short-
term obligation subject to section 1281.
See §1.1272-1(f) for rules to determine if
an obligation is a short-term obliga-
tion.

(2) Method of making elections. Elec-
tions to accrue on a constant yield
basis under sections 1271 (a)(3)(E) and
(a)(4)(D) are made on an obligation-by-
obligation basis by reporting the trans-
action on the Dbasis of daily
compounding on the taxpayer’s timely
filed Federal income tax return for the
yvear of the sale or exchange. These
elections are irrevocable.

(3) Counting conventions. In com-
puting the ratable share of acquisition
discount under section 1271(a)(3) or OID
under section 1271(a)(4), any reasonable
counting convention may be used (e.g.,
30 days per month/360 days per year).

[T.D. 8517, 59 FR 4809, Feb. 2, 1994]

§1.1272-1 Current inclusion of OID in
income.

(a) Owverview—(1) In general. Under
section 1272(a)(1), a holder of a debt in-
strument includes accrued OID in gross
income (as interest), regardless of the
holder’s regular method of accounting.
A holder includes qualified stated in-
terest (as defined in §1.1273-1(c)) in in-
come under the holder’s regular meth-
od of accounting. See §§1.446-2 and
1.451-1.

(2) Debt instruments not subject to OID
inclusion rules. Sections 1272(a)(2) and
1272(c) list exceptions to the general in-
clusion rule of section 1272(a)(1). For
purposes of section 1272(a)(2)(E) (relat-
ing to certain loans between natural
persons), a loan does not include a
stripped bond or stripped coupon with-
in the meaning of section 1286(e), and
the rule in section 1272(a)(2)(E)(iii),
which treats a husband and wife as 1
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